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The Impact of the Internal 
Audit Function on the Auditor’s 
Consideration of the Internal 
Control Structure
By Ann B. Pushkin
Introduction
The new “expectation gap” standards require of the 
independent auditor a much broader understanding of the 
client’s internal control structure than did previous 
standards. This broader understanding includes an 
assessment of the client’s internal audit function and its 
impact on the internal control structure. Consequently, 
the evaluation and utilization of the client’s internal audit 
function may be critical to the effectiveness and efficiency 
of an audit of financial statements.
This article discusses the evaluation and utilization of 
the client’s internal audit function in light of SAS No. 55, 
“Consideration of the Internal Control Structure in a 
Financial Statement Audit.” The interrelationships 
between the client’s internal control structure and the 
internal audit function are considered first, followed by a 
discussion on procedures that may be used to understand 
the internal audit function. Next, the impact of the 
internal audit function upon the auditor’s assessment 
of control risk is explored. The last two sections 
discuss methods an independent auditor may use to 
evaluate the work of internal auditors and how that 
assessment may be employed in substantive tests.
Internal Control Structure 
Elements and the Internal 
Audit Function
An entity’s internal control struc­
ture consists of three elements: the 
control environment, the account­
ing system, and control proce­
dures. The relationships between 
the internal audit function and 
each element are discussed below.
The Control Environment
SAS No. 55 lists factors that 
the independent auditor 
should consider as part of the 
client’s control environment such as 
management’s control methods for moni­
toring and following up on performance, 
including internal auditing” [paragraph 9]. Since the 
independent auditor’s consideration of the client’s internal 
audit function as part of the control environment is a 
complex process, the impact of the internal audit function 
upon control environment factors should be defined. No 
one control environment factor should be considered in­
dependently of the interrelated effects of all factors upon 
the client’s control environment.
Management Philosophy and Operating Style
There is a positive impact upon the control environment 
when management provides organizational independence 
for the internal audit function. Evidence to support a 
positive management philosophy and operating style with 
respect to its internal audit function may be obtained from 
the evaluation of other control environment factors.
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When internal auditors 
report to a sufficiently high 
level in the organization, 
management is likely to 
follow through on their 
recommendations.
Organizational Structure
Internal auditors should report to 
a level in the organization high 
enough to ensure their professional 
autonomy (the ability to perform 
work without repercussions, or 
perceived threats of repercussions, 
against the internal auditors due to 
the results of their work). That is, the 
internal audit function should report 
to a level high enough in the organi­
zation so that organizational norms 
and regulations will not discourage 
or jeopardize professional autonomy 
[Pei and Davis, p. 103]. Ideally, the 
internal audit function should report 
to the audit committee or individuals 
responsible for the functions per­
formed by the audit committee.
When internal auditors report to a 
sufficiently high level in the organi­
zation, management is likely to 
follow through on their recommen­
dations. If management does not 
take appropriate action, then the in­
dependent auditor should determine 
if the lack of action affects the audit 
plan for the financial statement audit.
The interaction between the basic 
organizational structure of the client 
and the internal audit function may 
also be an important consideration to 
the independent auditor. If the client 
has a decentralized structure, there 
would be a positive impact upon the 
control environment only if the 
internal audit function properly 
monitors control policies and proce­
dures for divisions and branches in 
the organization. Otherwise, there is 
an increased risk for material 
misstatement, either intentionally or 
unintentionally, on the part of 
management.
Audit Committee
The freer the line of communica­
tion between the audit committee 
and the internal and external audi­
tors, the more favorable the impact 
upon the effectiveness of the client’s 
control environment. Bureaucratic 
procedures negatively impact the 
reporting process of internal auditors 
to the audit committee. Independent 
auditors should investigate the 
extent of management’s influence on 
reports to the audit committee to 
determine if such reports reflect an 
objective internal audit process. 
Important to the independent auditor 
would be the actions, or the lack of 
actions, by the audit committee when 
internal auditors report negative 
conditions such as management’s 
failure to correct critical situations.
Knowledge of the underlying 
relationships among management, 
the audit committee, and the internal 
auditors helps independent auditors 
evaluate the objectivity of the 
internal audit function. The degree of 
objectivity must be considered in 
determining how and to what extent 
the work of internal auditors can be 
used in the financial statement audit.
Methods of Assigning Authority and 
Responsibility
A charter approved by the audit 
committee should establish the 
purpose, authority, and reporting 
responsibilities of the internal audit 
function. Since the charter estab­
lishes the scope and nature of 
internal audit work, the independent 
auditor should determine if such 
activities are relevant to a financial 
statement audit.
Additionally, supervision and 
review policies of the internal audit 
function should be formalized in the 
charter and the review structure 
should be designed to contribute to 
the effectiveness of the internal 
auditors. Thus, management’s 
methods of assigning authority and 
responsibility not only impacts the 
internal audit function’s objectivity 
but also contributes to the internal 
auditor’s competency and enhances 
the quality of work performed.
Management Control Methods
The internal audit function is one 
method the client uses to monitor 
the performance of other controls 
and to help management effectively 
maintain direct control over the 
exercise of authority delegated to 
others.
Internal auditors generally 
play significant roles in 
determining whether control 
policies and procedures for 
the system of responsibility 
accounting are followed. In 
order for internal auditors to 
effectively serve in these 
roles, management should 
not design control meth­
ods inconsistent with pro­
fessional internal audit­
ing standards. Manage­
ment should encourage 
compliance with profes­
sional standards for 
internal auditors since 
such compliance contrib­
utes to the competency 
and quality of work per­
formed.
Internal Audit Function
In addition to determining how the 
internal audit function contributes to 
the client’s overall control environ­
ment as discussed above, the inde­
pendent auditor should consider 
control policies and procedures 
within the function itself that impact
Management should 
encourage compliance with 
professional standards for 
internal auditors since 
such compliance 
contributes to the 
competency and quality of 
work performed.
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The independent auditor 
should evaluate the 
qualifications of the 
internal auditors, the 
hiring practices of the 
function, and the methods 
of assigning auditors to 
projects in conjunction 
with appropriate review 
and supervision of staff
the internal auditor’s independence, 
competency, and quality of work. The 
function should have formal proce­
dures to ensure that internal auditors 
are, and remain, independent from 
the personnel and areas under audit. 
The independent auditor should 
evaluate the qualifications of the 
internal auditors, the hiring practices 
of the function, and the methods of 
assigning auditors to projects in 
conjunction with appropriate review 
and supervision of staff [Auditing 
Standards Board (ASB), Proposed 
SAS, p. 75].
Another important consideration is 
the internal auditors’ compliance 
with entity and professional continu-
The influence of the 
independent auditors 
should extend into the 
internal audit function, 
creating an atmosphere of 
cooperation and an 
environment conducive to 
performing an effective, 
efficient audit of the 
financial statements.
ing education requirements. Addi­
tionally, the internal audit function 
should have a quality assurance 
program that monitors compliance 
with its own control policies and 
procedures.
External Influences
Independent auditors influence 
certain operations and practices of an 
audit client. This influence should 
heighten management’s awareness 
and attitude not only toward its 
financial reporting responsibilities, 
but also toward its responsibility to 
maintain an effective internal control 
structure, including an internal audit 
function. The influence of the 
independent auditors should extend 
into the internal audit function, 
creating an atmosphere of coopera­
tion and an environment conducive 
to performing an effective, efficient 
audit of the financial statements. 
Thus, the independent auditor would 
be able to coordinate the overall 
audit work with the internal audit 
function to minimize duplication of 
audit effort. To consummate this 
audit approach, the two types of 
auditors should meet periodically.
The Relationship of the Accounting 
System to the Internal Audit Function
It is not unusual for an internal 
auditor to be a member of a team 
responsible for the development of 
an application system that will 
perform an accounting function. In 
cases where the internal auditor will 
be responsible for the system 
development review, or some other 
audit function concerning the 
accounting system, the auditor 
should not be a decision-making 
member of the system development 
team since assuming such a position 
would impair the internal auditor’s 
independence. The internal auditor 
may, however, recommend control 
and other system enhancements to 
the project team without impairing 
independence.
Furthermore, the internal audit 
function should not authorize or 
initiate accounting transactions and 
should not record, process, summa­
rize, or report financial data. It is not 
common, however, for the internal 
audit function to facilitate the ac­
counting process by performing 
certain control procedures commen­
surate with responsibility accounting.
Although the performance of tasks 
such as reconciliations and clerical 
checks is not considered within the 
realm of the higher level of control 
associated with internal auditors, the 
independent auditor’s knowledge of 
such controls, whether performed by 
internal auditors or otherwise, is 
necessary in the assessment of 
control risk and in the design of 
substantive tests.
Control Procedures and the Internal 
Audit Function
The independent auditor generally 
becomes aware of the client’s control 
policies and procedures when 
gaining an understanding of the 
control policies and procedures 
when gaining an understanding of 
the control environment and the 
accounting system. A judgmental 
decision must be made to determine 
if additional procedures should be 
performed to further evaluate the 
internal audit function and related 
control policies and procedures.
Additional knowledge concerning 
the internal audit function will 
probably be necessary if the client’s 
accounting and financial reporting 
systems encompass a complex
The auditor should not be 
a decision-making member 
of the system development 
team since assuming such 
a position would impair 
the internal auditor’s 
independence.
network of mainframes and micro­
computers. The independent auditor 
will probably want to know the extent 
to which internal auditors are 
involved in systems development and 
the extent to which they monitor 
general and application computer 
controls.
The independent auditor must 
integrate the evaluation of the 
internal audit function with all 
information obtained in gaining an 
understanding of the client’s internal 
control structure so that an overall 
assessment of the risk of material 
misstatement in the financial state­
ments may be made.
Procedures to Understand 
the Internal Audit Function
The independent auditor may have 
knowledge of the client’s internal 
audit function from prior audits of 
the financial statements. This 
knowledge, however, must be 
updated each year for changes in the 
function’s impact upon the control 
environment. The independent 
auditor should interview the director
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To learn more about the 
internal audit function, the 
independent auditor should 
review reports submitted to 
the audit committee and 
other types of reports 
submitted to management 
based on the results of 
projects and assignments.
of internal auditing and other super­
visory audit personnel annually. 
Information gained from the inter­
views should be supported with 
reviews of the function’s charter, 
organizational charts, formal policy 
and procedures manuals, and other 
types of departmental operational 
documentation. The independent 
auditor should also discuss the 
internal audit function with the audit 
committee.
To learn more about the internal 
audit function, the independent 
auditor should review reports 
submitted to the audit committee and 
other types of reports submitted to 
management based on the results of 
projects and assignments. These 
reports not only provide evidence on 
the objectivity, competency, and 
quality of work performed by the 
internal auditors but also identify 
errors, irregularities, and problem 
areas considered by the internal 
auditors that could impact the audit 
plan [ASB, Proposed SAS, p. 74].
The focus of the discussion thus 
far has been on procedures per­
formed by independent auditors to 
obtain an understanding of the in­
ternal audit function at the depart­
ment level; these procedures provide 
evidence on the structure of the func­
tion and whether it is an operational 
department [Whittington, p. 124].
Assessment of Control Risk
SAS No. 55 defines control risk as 
the “risk that a material misstate­
ment that could occur in an assertion 
will not be prevented or detected on 
a timely basis by the entity’s internal 
control structure policies or proce­
dures” [paragraph 28]. Accordingly, 
based on an understanding of the 
internal control structure, including 
the internal audit function, the 
independent auditor must identify 
the types of potential material 
misstatements that could occur in 
specific assertions relevant to the 
audit of the financial statements and 
identify control procedures that 
would prevent or detect the material 
misstatements. Then an assessment 
of control risk must be made for each 
assertion.
If the independent auditor as­
sesses control risk at the maximum 
for a specific assertion where the 
related control involves the internal 
audit function, additional procedures 
to determine the effectiveness of the 
control at the internal auditor’s 
project/assignment level are unnec­
essary. Consequently, effective 
substantive tests must be designed 
and executed in accordance with the 
risk of material misstatement and the
For low risk assertions, the 
independent auditor may 
use the work of internal 
auditors in testing the 
effectiveness of the control 
procedure with very little 
corroborative evidence.
materiality of the potential misstate­
ment in the assertion.
If the independent auditor as­
sesses control risk below the maxi­
mum for a specific assertion with a 
related control involving the internal 
audit function, evidence necessary to 
establish the effectiveness of control 
design and operation may be ob­
tained from two possible sources. 
First, the independent auditor’s 
procedures to obtain an understand­
ing of the internal audit function may 
provide enough evidence on the 
effectiveness of design and operation 
of the control procedure to support 
an assessed level of control risk 
below the maximum. The second 
source of evidence may be obtained 
by testing the control policy or 
procedure for effectiveness consis­
tent with the assessed level of control 
risk [Carmichael et al., p. 23].
For low risk assertions, the 
independent auditor may use the 
work of internal auditors in testing 
the effectiveness of the control 
procedure with very little corrobora­
tive evidence. On the other hand, for 
high risk assertions the independent 
auditor should test the control 
procedure directly or corroborate 
the work of the internal auditor more 
extensively [ASB, proposed SAS, p. 
77]. Thus, when the independent 
auditor wants to rely on an internal 
auditor’s work to lower the assessed 
level of control risk in conjunction 
with high risk assertions, such work 
should be evaluated at the project/ 
assignment level.
Evaluating Internal Auditor’s 
Work at the Project Level
Evaluating the effectiveness of 
internal auditors at the project/ 
assignment level may be done 
concurrently with procedures to 
evaluate their effectiveness at the 
department level. In fact, their 
effectiveness at both levels is interde­
pendent and in some instances the 
same evidence may be used to 
determine effectiveness at both 
levels.
At the project/assignment level, 
the independent auditor should 
determine that the internal audit 
program is adequate and that the 
scope of the internal work is appro­
priate to meet audit objectives. Then, 
the tests performed and conclusions 
drawn by the internal auditor to 
determine the effectiveness of a 
control procedure must be corrobo­
rated by the independent auditor.
Substantive Tests and the 
Internal Audit Function
If an internal auditor has per­
formed substantive procedures to 
satisfy an audit objective that is of 
interest to the independent auditor, 
the work of the internal auditor may 
be considered in the design of 
substantive tests. Consideration of 
the work of internal auditors for 
substantive procedures depends on 
the level of detection risk, the nature 
of audit evidence that supports the 
assertion, and the risk of material 
misstatement.
When the detection risk is set at a 
high level along with a low rick of 
material misstatement, and evidence 
that supports the assertion is 
objective, the auditor may use the 
work of an internal auditor with 
minimal corroborative evidence to 
substantiate that work.
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Consideration of the work 
of internal auditors for 
substantive procedures 
depends on the level of 
detection risk, the nature of 
audit evidence that 
supports the assertion, and 
the risk of material 
misstatement.
On the other hand, if evidence that 
supports the assertion is subjective, 
the independent auditor should 
perform more work to verify the 
internal auditor’s work. As evidence 
that supports the assertion becomes 
more subjective, or as detection risk 
is set at lower levels, or as the risk of 
material misstatement gets larger, 
more corroborative evidence is 
needed to substantiate the work of 
the internal auditor. At some point, 
however, the independent auditor 
will not corroborate the work of the 
internal auditor but will perform 
substantive procedures directly. For 
some direct tests, an internal auditor 
may assist in the execution of the 
substantive procedures so long as 
the work is planned and supervised 
by the independent auditor. Although 
the point at which the independent 
auditor will not use the work of 
internal auditors is determined 
judgmentally, this is a critical point in 
the audit because the independent 
auditor is solely responsible for the 
evidence upon which the opinion is 
based.
Summary
The independent auditor’s respon­
sibility to consider the client’s 
internal audit function in planning 
and executing an effective, efficient 
financial statement audit under SAS 
No. 55 is broader in scope than 
required by previous standards. 
Understanding the internal audit 
function and its impact upon the 
client’s control environment are 
critical in assessing an appropriate 
level of control risk and the risk of 
material misstatement.
The internal audit function must 
be evaluated at the department level 
for objectivity, competence, and 
quality. The objectivity of the depart­
ment is indicated by its organiza­
tional independence, related profes­
sional autonomy, and its reporting 
responsibilities. Indicators of compe­
tency are hiring practices, educa­
tional background and relevant work 
experiences of the staff,and compli­
ance with continuing professional 
education requirements. Quality of 
work performed may be evaluated by 
compliance with the department’s 
quality assurance program, including 
its review and supervision policies 
and procedures.
When control policies and proce­
dures of interest to the external 
auditor are monitored by internal 
auditors, their work must generally 
be evaluated at the project/assign­
ment level. This applies particularly 
in support of an assessed level of 
control risk below the maximum and 
when the work of an internal auditor 
will be used in some manner for 
substantive procedures.
The extent to which the work of 
internal auditors is used by inde­
pendent auditors not only depends 
on the effectiveness of the internal 
auditors but also on the nature of the 
assertion, the assessed level of 
control risk, the risk of material 
misstatement in the assertion, and 
the materiality of the related account 
or class of transactions to the
The internal audit function 
must be evaluated at the 
department level for 
objectivity, competence, 
and quality.
interpretation of the financial state­
ments. Generally, the work of an 
internal auditor should be corrobo­
rated when such work will be relied 
on by an independent auditor. The 
extent to which the work should be 
corroborated is a question of judg­
ment. Internal auditors may also 
contribute to the efficiency of the 
audit by assisting independent 
auditors so long as the audit work is 
planned, designed, supervised, and 
reviewed by independent auditors.
Since independent auditors bear 
the sole responsibility of rendering 
an opinion on the financial state­
ments, they must understand the 
client’s internal audit function and its 
impact upon the internal control 
structure to properly plan the audit, 
and they must define the extent to 
which the work of internal auditors 
should be used in the execution of 
the audit plan.
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